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" NEW CENTURY

MORTGAGE'CORPORATION

Borrower Name(s):
Loan No:

Property Address:

NOTICE OF STATED INCOME LOAN

New Century Mortgage Corporation/Home 123 is proud to offer a wide range of
loan alternatives to meet our customers’ needs. _

You have selected our “Stated Income” program in which we do not require you
to provide full, detailed documentation and proof of your monthly income.
Instead, we will base our underwriting on your representation to us as to your

gross monthly income.

It is important to us and to you that our lending decision is based on an accurate
understanding of your monthly income. At the time that you close your loan, we
will be asking you to represent and acknowledge the following:

1. A representation of your gross monthly income.

2. An acknowledgement that if your gross monthly income is less than you
represent, it may be difficult for you to afford the monthly payments, which
could put you at a higher risk of being unable to make your payments or
even losing your home to foreclosure.

You should also be aware that Stated Income loans typically have a higher
interest rate associated with them than loans that are underwritten where more
detailed documentation is required. If you are interested in learning more about
these programs, please consult your broker or loan advisor.

SAMPLE DOCUMENT 1/3/2007



FrHomeizs

Income Certification

Home123 Carporation
33581 Michelson Drive, Ste 400
Irvine, CA 92612

BorrowerName(s):
RetalllN Testing

Loan No:
1200036442

Property Address:
321 Main
Yeoman, IN 47997-

New Century is proud to offer a wide range of loan alternatives to meet our customers' needs.

You have selacted our "Stated Income" program in which we do not require you to provide full, detailed documentation
and Froof of your monthly income. Instead, we base our underwriting on your representation to us as to your gross
manthly income,

It is important to us and to you that our lending decislon is based on an accurate understanding of your monthly
income. Please sign below to confirm that you understand and acknowledge the following:

1. New Century is providing your morigage based, in part, on your written representation that your
gross monthly Income is at least §8,600.00 .

2. If your gross manthly income is less than §©,600.00, it may be difficult for you to afford the
monthly payments, which could put you at a higher risk of being unable to make your payments
or even josing your home to foreclosurs,

RetallIN Testing Date Dats
Date Data
Dats Date

If you believe you cannot sign this confirmation, please contact your lnan advisor immediately, or call New Century af

800) 809-8071 .

pEpC ; ; 1200036442
Incame Certification Bans 1 b1
RE-842 (D61508) g



VAT TEE A PO BOX 5420
NeighboriWorks: 3447 5" Avenue
) Sacramento, CA 95817
HomeOwnership Center Tol D16 4555358
SACRAMENTO REGION Fax, 816/ 431-3200
WwW.nwsac.org

Senate Banking and Finance Committee
Informational Hearing — Non-Traditional Mortgage Products

January 31, 2007

Talking points: Pam Canada

NeighborWorks HomeOwnership Centers promote stable, sustainable home ownership thru
a comprehensive process that includes an emphasis on pre-purchase homebuyer
education, flexible, responsible lending and post-purchase counseling for homeowners.

Through our pre-purchase education, prospective homebuyers learn the process and
potential risk factors of home buying in addition to successful purchase and responsible
lending. Quality, responsible education provides the homebuyer with the ability to make
informed choices. Informed prospective homebuyers will know if they are ready to buy, will
know what they can afford to buy and will know how to shop for a responsible lender and a

suitable loan product.

We receive an average of 8 requests per week from people who are having serious
mortgage delinquency problems and don't know what to do about it. A year ago it was

normal to get 2 of these in a month.

The majority of the borrowers who contact us are in what is called Combo Loans - they
have an adjustable first mortgage and a second mortgage that is fixed but carries a high

interest rate.

One recent client, a single mother with an income of $2300 per month, had
purchased a home with $500 down for $350,000. Using a stated income loan
program, her financing included a 7% OPTION ARM first mortgage with an

interest only payment equaling $1672, and a second mortgage at 11% with a fixed
payment of $698. Her housing payment cost her 103% of her income, exclusive of

her taxes and insurance and utilities.

Another client had purchased a home for $180,000 and had put all her savings in
as the down-payment so she could keep the payments affordable to her monthly
income of $2450. She got an ARM with an initial rate of 2.35% and a payment of
$463 per month for the first 6 months — keeping her housing ratio at a very
affordable 20% of her income and she was happy. What she didn't understand
was that after 6 months, and regularly for the next 4 years, her payment would be
increasing by 7.5% each time. Her payments would reach $1300 per month and
she would have negative amortization.

In many of the cases that we see there was an excessive amount of "stated income” used
to qualify the borrower.

Another common cause has been the Option ARM loan product where a client can
determine whether they will pay interest only or defer a payment completely, etc.., and



ARM's where the adjustment period is frequent, quickly outpaces the borrowers income and
they have no resources to fall back on.

Additionally, many lenders are using Combo Loans to finance 100% or more of the value of
the home. This not only maximizes the loan amount, increasing the fee to the lenders, but
with the soft market in this past year particularly, it has almost eliminated the ability of the
borrower to refi out of the non-traditional loan product in the early years of the loan because
there is no equity — they are upside down.

A recent client that came to us for foreclosure prevention help had gotten an  ARM with an
initial rate of 1.5% that had adjusted to a fully-indexed rate of 9% after the first 12 months.
His payment went from$1050 up to $2414 per month, exclusive of taxes and insurance - a
150% incrsase in the first year. For this family of 6, earning $4800 per month, this was a
nightmare with no happy ending.

Every time we get contacted by a borrower with mortgage problems we ask them what loan
terms they have and 98% of the time they do not really know and cannot accurately explain
them. They are not aware of the true impact of the payments and often times had been told
that they could "refi out” in the future so it didn't really matter what their loan terms were,
just that they could buy this nice big house now.

Most of the people who come to us say they knew that they didn't get a traditional loan, but
thought it was the only way they could buy a home. The stated income or the teaser rate on
the ARM allowed them to purchase more home than they could truly afford, the lender
financed it to the max and the market didn’t save them.

People become delinquent because they didn't factor in to their budget that they now have
to pay utilities, property taxes, homeowners insurance, along with increased cradit card
payments because they bought all new furniture or drapes for their home. They just didn't
understand the loan they have, the payment impact, and the financial responsibilities of
budgeting as a homeowner vs. renter.

Repeatedly we see that homeowners with less than 2 years in the home have the most
difficulty. This is due to the significant increase in the use of non-traditional loan products in
the past 2-3 years and the borrowers lack of understanding and planning for
homeownership.

To summarize the problem;
it is a lack of quality pre-purchase homebuyer education for the first-time
homebuyers so they can make informed choices about their home buying
decisions, and a lack of accountability to the mortgage lenders that are originating
non-traditional loan products in cases that are not suitable for the borrower, then
selling the loan to investors or into loan pools where they bear no liability for putting
someone into financing that never made sense.
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Comptroller of the Currency
Administrator of National Banks

Washington, DC 20219

January 30, 2007

Senator Michael Machado

Chair

Senate Banking, Finance, and Insurance Committee
California State Senate

State Capitol, Room 407

Sacramento, CA 95814

RE: January 31, 2007 Hearing on Nontraditional Residential Mortgage Products

Dear Senator Machado:

Thank you for the opportunity to submit the following comments regarding the attached
Interagency Guidance on Nontraditional Loan Products published in the Federal Register ' on
October 4, 2006 by the Office of the Comptroller of the Currency, the Board of Governors of the

- Federal Reserve System, the Federal Deposit Insurance Corporation, the Office of Thrift
Supervision, and the National Credit Union Administration.

While this guidance directly applies only to those insured depository institutions and their
affiliates under the jurisdiction of these agencies, the OCC is both appreciative and encouraged
by the endorsement and support of this guidance by the Conference of State Bank Supervisors
(CSBS) and the American Association of Residential Mortgage Regulators (AARMR). These
national associations jointly released their own version of model state nontraditional mortgage
guidance on November 14, 2006.> The CSBS/AARMR model, which is substantively identical
to the Interagency issuance, provides guidance for state non-bank licensees offering

nontraditional mortgage products.

Adoption and implementation of this guidance by the states is essential, since many of the largest
mortgage originators are regulated solely at the state level and are not covered by the federal
Interagency Guidance. While the guidance does call for federally regulated institutions to
exercise appropriate due diligence when they use a third party to make, purchase or service a

' Federal Register, Volume 71, Number 192, October 4, 2006, pages 58609 — 58618.
* Media Release, “CSBS and AARMR Release Guidance on Nontradtional Mortgage Product Risks for State-
Licensed Entities,” November 14, 2006. The CSBS/AARMR guidance can be accessed at
http://www.csbs.org/Content/NavigationMenu/Regulatory A ffairs/Federal AgencyGuidanceDatabase/

CSBS-AARMR_FINAL GUIDANCE.pdf.



nontraditional mortgage, this is no substitute for the direct application of appropriate
underwriting and disclosure standards to these third party onginators and unregulated institutions
and individuals.

The establishment of industry-wide standards, and the introduction of a level playing field for
business and consumers, is nol possible without the endorsement of such guidance by all states.
Over twenty states have introduced or passed their own legislation or regulations based upon the
CSBS/AARMR guidance. The OCC hopes that California, where foreclosures increased sixty-
five percent last year to nearly double the national foreclosure rate, will join the ranks of these
slates.

i

products have historically provided consumers with a range of beneficial financing options, and
that the growth of this market in both depository and non-depository institutions supports the
nation’s housing industry and growing homeownership rate. The guidance does not ban or limit
the use of these nontraditional mortgage products, nor does it impose any new capital
requirements.

Both the Interagency and the CSBS/AARMR guidance recognize that nontraditional mortgage

Rather, the intent is to ensure that their growing use by inexperienced or marginally qualified
borrowers is accompanied by appropriate risk management and consumer protection practices. |
s in no one’s interest to condone lending practices that put consumers mto mortgages that they
do not understand and cannot afford. This guidance is intended to help both lenders and
borrowers avoid that result by addressing potential credit and consumer protection problems
before it is too late.

The OCC identified three reasons why this guidance is so essential to state and federal
regulators. First, the risks associated with nontraditional mortgage products are no longer
himited to a small, homogenous population of borrowers. These loans are bemng offered (o a wide
spectrum of borrowers, including some who may not fully understand the financial risk they are
assuming.

Second, the rising volume of nontraditional mortgages may expose both the borrower and the
financial institution to unwarranted levels of risk in a stressed environment. Lenders could be
faced with potential compliance and reputation risks in any community facing wide-scale
foreclosures due to such changes in the local environment.

Third, current industry practices do not always adequately inform borrowers who choose
nontraditional mortgage products about the risks associated with increased payments. Many
nontraditional mortgages are relatively complex, and their terms are often confusing to
borrowers unfamiliar with them. In addition, many nontraditional mortgage disclosures would
benefit greatly from improvements in both content and timing.

The interagency guidance directs financial institutions evaluating an applicant’s creditworthiness
to ensure that loan terms and underwriting standards are consistent with prudent lending
practices, with particular attention to the borrower’s capacity to repay the full amount of the

e



loan. The guidance further provides that loans with compounded risk, such as those with
simultaneous second liens or reduced documentation, be made with caution.

Institutions making these loans are expected to adopt robust loan and portfolio risk management
practices thal provide early warning of potential or increasing risks. In terms of consumer
understanding, the guidance calls for disclosures about the relative benefits and risks of these
products that are short, clear, and free of legal and financial jargon. The information must be
provided to borrowers when they are shopping for loans - i.e. when they are making the basic
decision of what type of loan makes the most sense for them.

To facilitate this understanding the federal agencies jointly released a new consumer publication
Interest-Only Mortgage Payments and Payment-Option ARMs--Are They for You?* in October
2006. This publication features a glossary of lending terms, mortgage shopping worksheet, and a
list of additional information sources for consumers.

The federal regulators are also reviewing the responses received from their October 4, 2006
Federal Register request for comments on what types of disclosures work best. ¢ The request
included three illustrations and narrative options that might prove useful in promoting consumer

understanding of nontraditional mortgage products.

The growth and change in this market also dictate that the risks associated with these products be
clearly understood and carefully managed by the lender. The federal regulators expect
institutions to have policies, internal controls, and contingency plans for such things as changes
in demand, potential loan repurchases from the secondary market, and fluctuations in interest
rates, employment, and the local economy which may affect the performance of the

noniraditional loan portfolio.

Supervisory guidance is the key instrument through which the OCC communicates its
expectations to bank management and examiners. Guidance documents such as the
nontraditional mortgage guidance allow regulators to quickly respond to market practices of
concern. With the issuance of the final guidance, national banks are currently conducting self-
assessments to highlight gaps between their practices and supervisory expectations.
Simultaneously, the federal regulators are starting their field work to identify areas of

inconsistency and questions about interpretation.

? Joint Press Release, “Agencies Provide Consumer Information on Nontradtional Mortgage Loans,” October 18,
2006. This publication may be accessed at http://www.occ.gov/fip/release/2006-117a.pdf.
! Federal Register, Volume 71, Number 192, October 4, 2006, pages 58672 — 58678.

3.



We will use the information we develop from our examination processes and the results of our
banks’ self assessments to refine our examination templates and launch more comprehensive
examination work next year.

Thank you once again for the opportunity to provide this testimony.

N,

hn C. Dugan
Comptroller of the Currency

Sincerely,
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DEPARTMENT OF THE TREASURY

Office of the Comptroller of the
Currency

[Docket No. 06-11]

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM

[Docket No. OP~1246]

FEDERAL DEPOSIT INSURANCE
CORPORATION

DEPARTMENT OF THE TREASURY

Office of Thrift Supervision
[No. 2006-35]

NATIONAL CREDIT UNION
ADMINISTRATION

Interagency Guidance on
Nontraditional Mortgage Product Risks

AGENCIES: Office of the Comptroller of
the Currency, Treasury (OCC); Board of
Governors of the Federal Reserve
System (Board); Federal Deposit
Insurance Corporation (FDIC); Office of
Thrift Supervision, Treasury (OTS); and
National Credit Union Administration
(NCUA).

ACTION: Final guidance.

summARY: The OCC, Board, FDIC, OTS,
and NCUA (the Agencies], are issuing
final Interagency Guidance on
Nontraditional Mortgage Product Risks
(guidance). This guidance has been
developed to clarify how institutions
can offer nontraditional mortgage
products in a safe and sound manner,
and in a way that clearly discloses the
risks thal borrowers may assume.

FOR FURTHER INFORMATION CONTACT:
OCC: Gregory Nagel, Credit Risk
Specialist, Credit and Market Risk, (202)
874-5170; or Michael S. Bylsma,
Director, or Stephen Van Meter,
Assistant Director, Community and
Consumer Law Division, (202) 874—
5750.

Board: Brian Valenti, Supervisory
Financial Analyst, (202) 452-3575; or
Virginia Gibbs, Senior Supervisory
Financial Analyst, (202) 452-2521; or
Sabeth 1. Siddique, Assistant Director,
(202) 452-3861, Division of Banking
Supervision and Regulation; Kathleen C.
Ryan, Counsel, Division of Consumer
and Community Affairs, (202) 452-
3667; or Andrew Miller, Counsel, Legal
Division, (202) 452-3428. For users of
Telecommunications Device for the Deafl
(“TDD") only, contacl (202) 263—4869.

FDIC: Suzy S. Gardner, Examination
Specialist, (202) 896-3640, or April
Breslaw, Chiefl, Compliance Section,

(202) B98-6609, Division of Supervision
and Consumer Protection; or Ruth R.
Amberg, Senior Counsel, (202) 898—
3736, or Richard Foley, Counsel, (202)
898-3764, Legal Division,

OTS: William Magrini, Senior Projecl
Manager, Examinalions and Supervision
Policy, (202) 906-5744; or Fred Phillips-
Patrick, Director, Credil Policy, (202)
906-7295; or Glenn Gimble, Senior
Project Manager, Compliance and
Consumer Protection, (202) 906-7158,

NCUA: Cory Phariss, Program Officer,
Examination and Insurance, (703) 518—
G618, ’
SUPPLEMENTARY INFORMATION:

[. Background

The Agencies developed this
suidance to address risks associated
with the growing use of mortgage
products that allow borrowers to defer
payment of principal and, sometimes,
interest. These products, referred to
variously as "'nontraditional”,
"alternative’’, or ""exotic’” mortgage
loans (hereinafter referred to as
nontraditional mortgage loans), include
“interest-only” mortgages and "‘payment
option” adjustable-rate mortgages.
These products allow borrowers to
exchange lower payments during an
initial period for higher payments
during a later amortization period.

While similar products have been
available for many years, the number of
institutions offering them has expanded
rapidly. At the same time, these
products are offered to a wider spectrum
of borrowers who may not otherwise
qualify for more traditional mortgages.
The Agencies are concerned that some
borrowers may not fully understand the
risks of these products. While many of
these risks exist in other adjustable-rate
mortgage products, the Agencies
concern is elevated with nontraditional
products because of the lack of principal
amortization and potential for negative
amortization. In addition, institutions
are increasingly combining these loans
with other features that may compound
risk. These features include
simultaneous second-lien mortgages and
the use of reduced documentation in
evaluating an applicant’s
creditworthiness.

In response to these concerns, the
Agencies published for comment
proposed Interagency Guidance on
Nontraditional Mortgage Products, 70
FR 77249 (Dec. 29, 2005). The Agencies
proposed guidance in three primary
areas: “Loan Terms and Underwriting
Standards"”, ““Portiolio and Risk
Management Praclices”, and “Consumer
Protection Issues”. In the first section,
the Agencies soughl (o ensure thal loan
terms and underwriting standards for
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nontraditional morlgage loans are
consistent with prudent lending
practices, including credible
consideration of a borrower's repayment
capacity. The portfolio and risk
managemenl practices section outlined
the need for strong risk management
standards, capital levels commensurate
with the risk, and an allowance [or loan
and lease losses [ALLL) that reflects the
collectibility of the portfolio. Finally,
the consumer prolection issues section
recommended practices to ensure
consumers have clear and balanced
information prior to making a product
choice. Additionally, this section
described contral systems to ensure thal
actual practices are consistenl with
policies and procedures,

The Agencies together received
approximately 100 letters in response to
the proposal.’ Comments were received
from financial institutions, trade _
associations, consumer and community
organizations, state linancial regulatory
organizations, and other members of the
public.

II. Overview of Public Comments

The Agencies received a full range of
comments. Some commenters
applauded the Agencies’ initiative in
proposing the guidance, while others
questioned whether guidance is needed.

A majority of the depository
institutions and industry groups that
commented stated that the guidance is
too prescriptive. They suggested
institutions should have more flexibility
in determining appropriate risk
management practices. A number
observed that nontraditional mortgage
products have been offered successfully
for many years. Others opined that the
guidance would stifle innovation and
result in qualified borrowers not being
approved for these loans. Further, many
questioned whether the guidance is an
appropriate mechanism for addressing
the Agencies’ consumer protection
concerns.

A smaller subset of commenters
argued that the guidance does not go far
enough in regulating or restricting
nontraditional mortgage products. These
commenters included consumer
organizations, individuals, and several
community bankers. Several stated
these products contribute to speculation
and unsustainable appreciation in the
housing market. They expressed
concern that severe problems will occur
if and when there is a downturn in the
economy. Some also argued that these
products are harmful to borrowers and

' Nine of these letters requested a thirty-day
extension of the comment period. which the
Agencies granted.

that borrowers may not understand the
associated risks.

Many commenters voiced concern
that the guidance will not apply to all
lenders, and thus federally regulated
financial institutions will be at a
compelitive disadvantage. The Agencies
note that both State financial regulatory
organizations that commented on the
proposed guidance—the Conference of
State Bank Supervisors (CSBS) and the
State Financial Regulators Roundtable
(STRR)—committed to working with
State regulatory agencies lo distribute
guidance that is similar in nature and
scope (o the financial service providers
under their jurisdictions.? These
commenters noted their interest in
addressing the potential for inconsistent
regulatory treatment of lenders based on
whether or not they are supervised
solely by state agencies. Subsequently,
the CSBS, along with a national
organization representing state
residential mortgage regulators, issued a
press release confirming their intent to
offer guidance to State regulators to
apply to their licensed residential
mortgage brokers and lenders.?

ITI. Final Joint Guidance

The Agencies made a number of
changes to the proposal to respond to
commenters’ concerns and to provide
additional clarity. Significant comments
on the specific provisions of the
proposed guidance, the Agencies"
responses, and changes to the proposed
guidance are discussed as follows.

Secope of the Guidance

Many financial institution and trade
group commenters raised concerns that
the proposed guidance did not

* Letter to [. Johnson, Board Secretary, et ol. from
N. Milner, President & CEQ, Conference of State
Bank Supervisors (Feb. 14, 2006); Letter to .
Johnson, Board Secretary, ef al., from B. Kent,
Chair, State Financial Regulators Roundtable.

*Media Release, CSHS & American Association of
Residential Mortgage Regulators, "CSES and
AARMR Consider Guidanee on Nontraditional
Mortgage Products for State-Licensed Entities”
(june 7, 2006), available at http://www.csbs.org/
Content/NavigationMenu/PublicRelations/
PressReleases/News_Releases.htm. The press
release stated:

The guidance being developed by CSBS and
AARMR is basad upon proposed guidance issued in
December 2005 by the Office of the Comptroller of
the Currency, the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance
Corporation, the Office of Thrift Supervision, and
the National Credit Union Administration.

The Federal guidance, when finalized, will only
apply to insured financial institutions and their
affiliates. CSBS and AARMR intend (o develap a
maodified version of the guidance which will
primarily focus on residential mortgage
underwriting and consumer protection, The .
guidance will be offered to State regulators o apply
to their licensed residential mortgage brokers and
lenders.

adequately deline “nontraditional
morigage products”. They requesled
clarification of which products would
be subjec! to enhanced scrutiny. Some
suggested Lhat the guidance focus on
products that allow negative
amortization, rather than interest-only
loans. Others suggested excluding
certain products with nontraditional
features, such as reverse mortgapes and
home equity lines of credit (FIELOCs).
Those caommenting on inferest-only
loans noted that they do not present the
same risks as products that allow for
negative amortization. Those that
argued that HELOCs should be excluded
noted that they are already covered by
interagency guidance issued in 2005
They also noted that the principal
amount of these loans is generally lower
than that for first mortgages. As for
reverse morlgages, Lhe commenters
pointed out that they were developed
for a specific market segment and do not
present the same concerns as products
mentioned in the guidance,

To address these concerns, the
Agencies are clarifying the types of
products covered by the guidance. in
general, the guidance applies (o all
residential mortgage loan products tha
allow borrowers to defer repayment of
principal or interest. This includes all
interest-anly products and negative
amortization maortgages, with the
exception of HELOCs. The Agencies
decided not to include HELOCs in this
suidance, other than as discussed in (he
Simultaneous Second-Lien Loans
section, since they are already covered
by the May 2008 Interagency Credit Risk
Management Guidance for Home Eqguity
Lending. The Agencies are amending
the May 2005 guidance, however, 1o
address the consumer disclosure
recommendations included in the
nontraditional moripage guidance.

The Agencies decided against
focusing solely on negative amortization
products, Many of the interest-only
products pose risks similar to products
that allow negative amortization,
especially when combined with high
leverage and reduced documentation.
Accordingly, they present similar
concerns from a risk managemen! and
consumer protection standpoint. The
Agencies did, however, agree tha
reverse mortgages do not present the
types of concerns that are addressed in
the guidance and should be excluded.

Loan Terms and Underwriting
Standards
Qualifying Borrowers

The Agencies proposed that for all
nontraditional mortgage products, the
analysis of borrowers' repayment
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capacily should include an evalualion
of their abilily lo repay the debl by final
maturity at the fully indexed rate,
assuming a fully amortizing repayment
schedule. In addition, the proposed
guidance stated that for products that
permil negative amortization, the
repayment analysis should include the
initial Joan amount plus any balance

_increase thal may accrue from negative
amortization. The amount of the balance
increase is tied to the initial terms of the
loan and estimaled assuming the
borrower makes only the minimum
payment.

Generally, banks and industry groups
believed thal the proposed underwriting
slandards were too prescriptive and
asked for more flexibility, Consumer
groups generally supported the
proposed underwriting standards,
warning that deteriorating underwriting
standards are bad for individual
borrowers and poor public policy.

A number of commenters suggested
that industry practice is to underwrite
paymen! option adjustable-rate
mortgages al the fully indexed rate,
assuming a fully amortizing payment.
Yet several commenters argued that this
standard should not be required when
risks arc adequately mitigated.
Moreover, many commenters opposed
assuming a fully amortizing payment for
interesi-only loans with extended
interest-only periods. They argued that
the average life span of most mortgage
loans makes it unlikely that many
borrowers will experience the higher
payments associated with amortization.
Additionally, many commenters
opposed the assumption of minimum
payments during the deferral period for
products that permit negative
amortization on the ground that this
assumption suggests that lenders
assume a worsl-case scenario.

The Agencies believe that institutions
should maintain qualification standards
that include a credible analysis of a
borrower's capacity to repay the full
amouni of credit that may be extended.
That analysis should consider both
principal and interest at the fully
indexed rate. Using discounted
payments in the qualification process
limits the ability of borrowers to
demonstrate sufficien! capacity to repay
under the lerms of the loan. Therelore,
the proposed general guideline of
qualifying borrowers at the fully
indexed rate, assuming a fully
amortizing payment, including potential
negative amortizalion amounts, remains
in the final guidance.

Regarding interest-only loans with
extended interest-only periods, the
Agencies note thal since the average life
of a mortgage is o function of the

housing markel and interes! rates, the
average may [luctuale over time,
Additionally, the Agencies were
concerned that excluding these loans
from the underwriting standards could
cause some credilors to change their
markel offerings to avoid application of
the guidance. Accordingly, the final
guidance does not exclude interest-only
loans with extended interest-only
periods,

Finally, regarding the assumption for
the amount thal the balance may
increase due lo negative amortization,
the Agencies have revised the language
to respond to commenlers’ requests for
clarity. The basic standard, however,
remains unchanged. The Agencies
expect a borrower to demonstrate the
capacity to repay the full loan amount
that may be advanced.# This includes
the initial loan amount plus any balance
increase that may accrue from the
negative amortization provision. The
final document contains guidance an
determining the amount of any balance
increase that may accrue from the
negative amortization provision, which
does not necessarily equate to the full
negative amortization cap for a
particular loan.

The Agencies requested comment on
whether the guidance should address
consideration of future income or other
future events in the qualification
standards. The commenters generally
agreed that there is no reliable method
for considering future income or other
future events in the underwriting
process. Accordingly, the Agencies have
not modified the guidance to address
these issues,

Collateral-Dependent Loans

Commenters that specifically
addressed this aspect of the guidance
concurred that it is unsafe and unsound
to rely solely on an individual
borrower’s ability to sell or refinance
once amortization commences.
However, many expressed concern
about the possibility that the term
“collateral-dependent”, as it is used in
the guidance, would be interpreted to
apply to slated income and other
reduced documentation loans.

To address this concern, the Agencies
provided clarifying language in a
footnote to this section. The final
guidance provides thal a loan will not
be determined to be collateral-
dependent solely because il was

#This is similar lo (he standard in the Agencies’
May 2005 Credil Risl: Management Guidance jor
Home Equity Lending recommending that, for
interest-only and variable rale HELOCs, borrowers
should demonstrate the ability Lo amortize the fully
drawn line over lhe loan term.

underwritlen usin g reduced
documentation.
Risk Layering

Financial institution and industry
group commenters were generally
critical of the risk layering provisions of
the proposed guidance on the grounds
thal they were loo prescriptive. These
commenters argued that institutions
should have flexibility in determining
factors that mitigaie additional risks
presented by features such as reduced
documentation and simultaneous
second-lien loans. A number of
commenters, however, including
community and consumer
organizations, financial institutions, and
industry associations, suggested that
reduced documentation loans should
not be offered to subprime borrowers.
Others gquestioned whether stated
income loans are appropriate under any
circumstances, when used with
nontraditional mortgage products, or
when used for wage earners who can
readily provide standard documentation
of their wages. Several commenters
argued that simultaneous second-lien
loans should be paired with
nontraditional mortgage loans.only
when borrowers will continue to have
substantial equity in the property.

The Agencies believe tﬁat the
guidance provides adequate flexibility
in the methods and approaches to
mitigating risk, with respect to risk
layering. While the Agencies have not
prohibited any of the practices
discussed, the guidance uniformly
suggests strong quality control and risk
mitigation factors with respect to these
practices.

The Agencies declined to provide
guidance recommending reduced
documentation loans be limited to any
particular set of circumstances. The
final guidance recognizes that mitigating
factors may determine whether such
loans are appropriate but reminds
institutions that a credible analysis of
both a borrower’s willingness and
ability to repay is consistent with sound
and prudent lending practices. The final
guidance also cautions that institutions
generally should be able to readily
document income for wage earners
through means such as W-2 statements,
pay stubs, or lax returns.

Portfolio and Risk Management
Practices

Many financial institution and
industry group commenters opposed
provisions of the proposed guidance for
the setting of concentration limits. Some
commenters advocaled aclive
monitoring of concentrations of
diversification strategies as more
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appropriate approaches. The intent of
the guidance was nol (o sel hard
concentration limits for nontraditional
mortgage products. Insiead, institutions
with concentrations in these products
should have well-developed moniloring
systems and risk management practices.
The guidance was clarified to reiterate
this point.

Additionally, a number of financial
institution and industry association
commenters opposed the provisions
regarding third-party originations. They
argued that the proposal would force
lenders to have an awareness and
control over third-party practices that is
neither realistic nor practical. In
particular, many of these commenters
argued that lenders should not be
responsible for overseeing the marketing
and borrower disclosure practices of
third parties.

Regarding controls over third-party
practices, the Agencies clarified their
expectations that institutions should
have strong systems and controls for
establishing and maintaining
relationships with third parties.
Reliance on third-party relationships
can significantly increase an
institution's risk profile. The guidance,
therefore, emphasizes the need for
Institutions to exercise appropriate due
diligence prior to entering into a third-
party relationship and to provide
ongoing, effective oversight and
controls. In practice, an institution’s risk
management system should reflect the
complexity of its third-party activities
and the overall level of risk involved.

A number of commenters urged the
Agencies to remove language in the
proposed guidance relating to implicit
recourse for loans sold in the secondary
market. They expressed concern that the
proposal added new capital
requirements. The Agencies clarified the
language in the guidance addressing this
issue. The Agencies do not intend to
establish new capital requirements.
Instead, the Agencies' intent is to
reiterate existing guidelines regarding
implicit recourse under the Agencies’
risk-based capital rules.

Consumer Protection Issues

Communications With Consumers

Many financial institution and trade
group commenters suggested that the
Apgencies' consumer protection goals
would be better accomplished through
generally applicable regulations, such as
Regulation Z (Truth in Lending) 5 or
Regulation X (Real Estate Settlement
Procedures).® Some commenters stated
that the proposed guidance would add

*12 CFR part 226 (2006).
24 CFR parl 3500 (2005).

burdensome new disclosure
requirements and cause a confusing
overlap with current Regulation Z
requirements. They also expressed
concern that the guidance would
contribute to an overload of information
currently provided to consumers.
Additionally, some argued that
implementing the disclosure provisions
might trigger Regulation Z requirements
concerning advertising.” Some
commenters also urged the Agencies to
adopt model disclosure forms or other
descriptive materials fo assist in
compliance with the guidance.

Some commenters voiced concern
that the Agencies are attempting to
eslablish a suitability standard similar
to that used in the securities context.
These commenters argued thal lenders
are nol in a position to determine which
products are most suitable for
horrowers, and that this decision should
be left to borrowers themselves.

Finally, several community and
consumer organization commenters
questioned whether additional
disclosures are sufficient to protect
borrowers and suggested various
additional measures, such as consumer
education and counseling,

The Agencies carefully considered the
commenters' argument thal consumer
protection issues—particularly,
disclosures—would be better addressed
through generally applicable
regulations. The Agencies determined,
however, that given the growth in this
market, guidelines are needed now lo
ensure that consumers will receive the
information they need about the
malerial features of nontraditional
mortgages as soon as possible,

The Agencies also gave careful
consideration to the commenters'
concerns that the guidelines will
overlap with Regulation Z, add to the
disclosure burden on lenders, and
contribute to information overload.
While the Agencies are sensitive to
these concerns, we do not believe they
warrant significant changes to the
guidance. The guidance focuses on
providing information to consumers
during the pre-application shopping
phase and post-closing with any
monthly statements lenders choose to
provide to consumers. Moreover, the
Agencies do not anticipate that the
information outlined in the guidance
will result in additional lengthy
disclosures. Rather, the Agencies
contemplate that the information can be
provided in brief narrative format and

through the use of examples based on

7 See 12 CFR parl 226.24{c) (20086).

hypothetical loan transactions.® We
have, however, revised the guidance 1o
make clear thal transaction-specific
disclosures are not required. Institutions
will still need to ensure that their
marketing materials promoting (heir
products comply with Regulation Z, as
applicable,

As previously discussed, some
commenters, inchuding industry trade
associations, asked the Agencies o
include model or sample disclosures or
other descriptive materials as part of the
guidance Lo assist lenders, including
smaller institutions, in following the
recommended practices for
communications with consumers. The
Agencies have determined nol o
include required model or sample
disclosures in the guidance. Instead, the
guidance provides a set of
recommended practices to assist
institutions in addressing particular
risks raised by nontraditional mortgapge
products.

The Agencies have determined that it
is desirable to first seek public comment
on potential model disclosures, and in
@ Federal Register notice accompanying
this guidance are seeking comment on
proposed illustrations of consumer
information for nontraditional mortgage
products that are consistent with the
recommendations contained in the
guidance. The Agencies appreciate thal
some institutions, including community
banks, following the recommendations
set forth in the guidance may prefer not
to incur the costs and other burdens of
developing their own consumer
information documents. The Agencies
are, therefore, requesting comment on
illustrations of the type of information
contemplated by the puidance.

The Agencies disagree with the
commenters who expressed concern
that the guidance appears to establish a
suitability standard, under which
lenders would be required to assist
borrowers in chaosing products that are
suitable to their needs and
circumstances. It was not the Agencies’
intent to impose such a standard, nor is
there any language in the guidance that
does so. In any event, the Agencies have
revised certain statements in the
proposed guidance that could have been
interpreted to suggest a requirement to
ensure that borrowers select products
appropriate to their circumstances.

Control Systems

Several commenters requested more
flexibility in designing appropriate
control systems. The Agencies have
" See elsewhere in loday's issue of the Federal

Register. (Froposed Ilustrations of Consumer
Information for Nentraditional Mortgage Products).
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revised the "Contro] Syslems” portion
of the guidance to clarify thal weare nol
requiring any particular means of
moniloring adherence lo an instilution’s
policies, such as call moniloring or
myslery shopping. Additional changes
have also been made to clarify that the
Agencies do nol expect institutions lo
assume an unwarranted level of
responsibility for the actions of third
parties. Rather, the control systems that
are expected for loans purchased from
or originated through third parties are
consistent with the Agencies’ current
supervisory policies. As previously
discussed, the Agencies have also made
changes to the portfolio and risk
management practices portion of the
final guidance to clarify their
expectations concerning oversight and
monitoring of third-party originations.

IV. Text of Final Joint Guidance

The text of the final Interagency
Guidance on Nontraditional Morigage
Product Risks follows: :

Interagency Guidance on
Nontraditional Mortgage Product Risks

Residential mortgage lending has
traditionally been a conservatively
managed business with low '
delinquencies and losses and reasonably
stable underwriting standards. In the
past few years consumer demand has
been growing, particularly in high
priced real estate markets, for closed-
end residential mortgage loan products
that allow borrowers to defer repayvment
of principal and, sometimes, interest.
These mortgage products, herein
referred to as nontraditional morigage
loans, include such products as
“interest-only” mortgages where a
borrower pays no loan principal for the
first few years of the loan and “payment
option” adjustable-rate morigages
(ARMs) where a borrower has flexible
payment options with the potential for
negative amortization.?

While some institutions have offered
nontraditional mortgages for many years

‘with appropriate risk managemenl and
sound portfolio performance, the market
for these products and the number of
institutions offering them has expanded
rapidly. Nontraditional mortgage loan
products are now offered by more
lenders to a wider spectrum of
borrowers who may nol otherwise
qualify for more traditional mortgage

'Interest-only and payment option ARMs are
variations ol conventional ARMs, hybrid ARMs,
and fixed rale products. Refer to the Appendix for
additional information on inlerest-only and
paymen! option ARM loans. This guidance does not
apply (o reverse morlgages; home equily lines of
credil ("HELOCGs"), other than as discussed in Lhe
Simultaneous Second-Lien Loans seclion; or fully
amortizing residential mortgage loan products.

loans and may nol fully understand the
associaled risks.

Many of these nontraditional
mortgage loans are underwritien with
less siringent income and assel
verification requirements (“reduced
documentation”) and are increasingly
combined with simultaneous second-
lien loans.? Such risk layering,
combined with the broader marketing of
nontraditional morigage loans, exposes
financial institutions to increased risk
relative o traditional mortgage loans.

Given the potential for heightened
risk levels, management should
carefully consider and appropriately
mitigale exposures created by these
loans. To manage the risks associaled
with nontraditional mortgage loans,
management should:

s Ensure that loan terms and
underwriting standards are consisteni
with prudent lending practices,
including consideration of a borrower's
repayment capacity;

* Recognize that many nontraditional
mortgage loans, particularly when they
have risk-layering features, are untested
in a stressed environment. As evidenced
by experienced institutions, these
products warrant strong risk
management standards, capital levels
commensurate with the risk, and an
allowance for loan and lease losses that
reflects the collectibility of the portfolio;
and

= Ensure that consumers have
sufficient information to clearly
understand loan terms and associated
risks prior to making a product choice.

The Office of the Comptroller of the
Currency (OCC), the Board of Governors
of the Federal Reserve System (Board),
the Federal Deposit Insurance
Corporation (FDIC), the Office of Thrift
Supervision (OTS) and the National
Credit Union Administration (NCUA)
(collectively, the Agencies) expect
institutions to effectively assess and
manage the risks associated with
nontraditional mortgage loan products.?

Institutions should use this guidance
to ensure that risk management
practices adequately address these risks.
The Agencies will carefully scrutinize
risk management processes, policies,
and procedures in this area. Institutions
that do not adequately manage these
risks will be asked to take remedial
aclion.

2 Reler to the Appendix lor additional
information on reduced documentation and
simultaneous second-lien loans.

I Refer 1o Interagency Guidelines Establishing
Standards for Safety and Soundness. For sach
Ageney, those respeclive guidelines are addressed
in: 12 CFR parl 30 Appendix A (OCC); 12 CFR part
200 Appendix D=1 (Board); 12 CFR part 364
Appendix A [FDIC): 12 CFR parl 570 Appendix A
[OTS); and 12 U.5.C. 1786 ([NCUA).

The focus of this guidance is on Lhe
higher risk elements of cerlain
nontraditional mortlgage products, nol
the product type itsell. Institutions with
sound underwriting, adequate risk
managemenl, and acceplable portlolio
performance will not be subject to
criticism merely for offering such
products.

Loan Terms and Underwriting
Standards

When an institution offers
nontraditional mortgage loan products,
underwriting standards should address
the eflect of a substantial payment
increase on the borrower’s capacity 1o
repay when loan amortization begins.
Underwriting standards should also
comply with the agencies’ real estate
lending standards and appraisal
regulations and associated guidelines.

Central to prudent lending is the
internal discipline te maintain sound
loan terms and underwriting standards
despite competitive pressures.
Institutions are strongly cautioned
against ceding underwriting standards
to third parties that have different
business objectives, risk tolerances, and
core compeiencies. Loan terms.should
be based on & disciplined analysis of
potential exposures and compensating
factors to ensure risk levels remain
manageable,

Quualifying Borrowers—Payments on
nontraditional loans can increase
significantly when the loans begin to
amortize. Commonly referred to as
payment shock, this increase is of
particular concern for payment option
ARMs where the borrower makes
minimum payments that may resull in
negative amortization. Some institutions
manage the potential for excessive
negative amortization and payment
shock by structuring the initial terms to
limit the spread between the
introductory interest rate and the fully
indexed rate. Nevertheless, an

" institution's qualifying standards should

recognize the polential impact of
payment shock, especially for borrowers

“Refer lo 12 CFR parl 34—Real Estate Lending
and Appraisals, OCC Bulletin 2005-3—Standards
for National Banks' Residential Morigage Lending,
AL 2003-7—Guidelines for Real Estate Lending
Policies and AL 2005-9—Independent Appraisal
and Evaluation Functions (OCC); 12 CFR 208.51
subparl E and Appendix C and 12 CFR parl 225
subpart G [Board); 12 CFR parl 365 and Appencdix
A.and 12 CFR parl 323 (FDIC); 12 GFR 560,101 and
Appendix and 12 CFR parl 564 (OTS). Also, refer
to the 1999 Interagency Guidance on the
“Treatment of High LTV Residential Real Estale
Louns" and the 1994 ““Inleragency Appraisal and
Evaluation Guidelines”, Federally Insured Credi
Unions should reler 1o 12 CFR part 722— Appraisals
and NCUA 03-CU-17—Appraisal and Evaluation
Funclions for Real Estate Related Transactions
[NCUA).
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with high loan-to-value (LTV) ratios,
high debl-to-income (DTI) ratios, and
low credit scores. Recognizing that an
institution's underwriting criteria are
hased on multiple factors, an institution
should consider these factors jointly in
the qualification process and may
develop a range of reasonable tolerances
for each factor. However, the criteria
should be based upon prudent and
appropriate underwriting standards,
considering both the borrower's
characteristics and the product's
attributes.

For all nontraditional mortgage loan
products, an institution's analysis of a
borrower's repayment capacity should
include an evaluation of their ability to
repay the debl by final maturity at the
fully indexed rate » assuming a fully
amortizing repayment schedule.® [n
addition, for products that permit
negative amortization, the repaymant
analysis should be based upon the
initial loan amount plus any balance
increase that may accrue from the
negative amortization provision.”

Furthermore, the analysis of
repayment capacity should avoid over-
reliance on credil scores as a substitute

“The fully indexed rate equals the index rate
pravailing at origination plus the margin that will
apply after the expiration of an introductory interest
rate. The index rate is a published interast rate to
which the interest rate on an ARM is lied, Some
commonly used indicas include the 1-Yuar
Constant Maturity Tronsury Rate (CMT), the 6-
Month London Interbank Offered Rate (LIBOR), the
11th District Cost of Funds (COFI), and the Moving
Treasury Average (MTAJ, a 12-month moving
averags of the monthly average yields of 1.5,
Trensury securitios adjusted to a constant maturity
of one year. The margin is the number of percentage
points a lender adds to the index value to ealeulate
the ARM interest rate al ench adjustment period. In
different interest rate scenarios, the fully indexad
rate for an ARM loan based on a lagging index (e.g.,
MTA rate) may be significantly difforent from the
rate on a comparable 30-ysar fixed-rate product. In
these cases, a cradible market rate should be used
to qualify the borrower and datermine ropayment
capacily.

“The fully amortizing payment schadule should
be basad on the term of the loan. For oxample, the
amortizing payment for a loan with a 5-year interest
only period and a 30-year lerm would be calculated
hased on a 30-year amortization schedule. For
balloon mortgages that contain a barrower option
for an extanded amortization period, the fully
amortizing payment schedule can be based on the
full term the barrower may choose.

“The balance that may accrue from the negative
amortization provision does not necessarily equate
to the full negative amortization cap for a particular
loan. The spread between the introductory or
“teaser” rate and the accrual rate will determine
whether or not a loan balance has the potential to
reach the negative amortization cap before the end
of the initial payment option period {usually five
years). For example, a loan with o 115 percent
negative amortization cap bul a small spread
between the introductory rate and the accrual rate
may only reach a 109 percen! maximum loan
balance before the end of the initial payment option
period, even if only minimum payments are made.
The barrower could be qualified based on this
lower maximum loan balance.

for income verification in the
underwriting process. The higher 4
ioan's credit risk, either from loan
features ar borrower characteristics, the
more hmportant il is to verify the
horrower's income, assets, and
outstanding liabilities.

Collateral-Dependent Loans—
Institutions should avoid the use of loan
terms and underwriting practices that
may heighten the need for a borrower to
rely on the sale or refinancing of the
property once amortization begins.
Loans to individuals who do not
demonstrate the capacity to repay, as
structured, from sources other than the
callateral pledged are generally
considered unsafe and unsound .8
Inslitutions thal originate collateral-
dependent mortgage loans may be
subject Lo criticism, corrective action,
and higher capital requirements.

Risk Layering—Institutions that
originate or purchase mortgage loans
that combine nontraditional features,
such as interest only loans with reduced
documentation or a simultaneous
second-lien loan, face increased risk.
When features are layered, an
institution should demonstrate that
mitigating factors support the
underwriting decision and the
borrower’s repayment capacity.
Mitigating factors could include higher
credit scores, lower LTV and DTT ratios,
significant liquid assets, mortgage
insurance or other credit enhancements.
While higher pricing is often used to
address elevated risk levels, il does not
replace the need for sound
underwriting.

Reduced Documentation—Institutions
increasingly rely on reduced
documentation, particularly unverified
income, to qualify borrowers for
nontraditional mortgage loans. Because
these practices essentially substitute
assumptions and unverified information
for analysis of a borrower's repayment
capacity and general creditworthiness,
they should be used with caution. As
the level of credit risk increases, the
Agencies expect an institution to more
diligently verify and document a
borrower’s income and debt reduction
capacity. Clear policies should govern
the use of reduced documentation. For
example, stated income should be
accepted only if there are mitigating
factors that clearly minimize the need
for direct verification of repayment
capacity. For many borrowers,
institutions generally should be able to
readily document income using recent

* A loan will not be determined to be “'collateral-
dependent” solely through the use of reduced
documentation.

W-2 statements, pay stubs, or tax
retfurns.

Simultaneous Second-Lien Loans—
Simultaneous second-lien loans reduce
vwner equity and increase credit risk.
Historically, as combined loan-to-value
ratios rise, so do defaults. A delinquent
borrower with minimal or no equity in
a property may have little incentive to
work with & lender to bring the loan
current and avoeid foreclosure. In
addition, second-lien home equity lines
of credit (HELOGS) typically increase
borrower exposure to increasing interes
rates and monthly payment burdens,
Loans with minimal or no owner equity
generally should not have a payment
structure that allows for delayed or
negative amortization withoul other
significant risk mitigating factors.

Introductory Interest Rates—Many
institutions offer introductory interest
rates set well below the fully indexed
rate as a marketing tool for payment
option ARM products, When developing
nontraditional mortgage product terms,
an institution should consider the
spread between the introductory rate
and the fully indexed rate. Since initial
and subsequent monthly payments are
based on these low introductory rates, a
wide initial spread means that
borrowers are more likely to experience
negative amortization, severe payment
shock, and an earlier-than-scheduled
recasting of monthly payments.
Institutions should minimize the
likelihood of disruptive early recastings
and extraordinary payment shock when
setling introductory rates,

Lending to Subprime Borrowers—
Martgage programs that target subprime
borrowers through tailored marketing,
underwriting standards, and risk
selection should follow the applicable
interagency guidance on subprime
lending.” Among other things, the
subprime guidance discusses
circumstances under which subprime
lending can become predatory or
abusive. Institutions designing
nontraditional mortgage loans for
subprime borrowers should pay
particular attention to this guidance.
They should also recognize that risk-
layering features in loans to subprime
borrowers may significantly increage
risks for both the institution and the
borrower.

Non-Owner-Occupied Investor
Loans—Borrowers financing non-owner-
occupied investment properties should
qualify for loans based on their ability
lo service the debt over the life of the

" Interagency Guidance on Subprime Lending,
March 1, 1999, and Expanded Guidance far
Subprime Lending Programe, January 31, 2001
Federally insured credit unions should refer 1o 04—
CU-12—Specialized Lending Activities [NCUA).
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loan. Loan lerms should reflect an
appropriate combined LTV ratio thal
considers the potential for negative
amortization and mainiains sufficient
borrower equity over the life of the loan.
Further, underwriting slandards should
require evidence that the borrower has
sufficienl cash reserves to service the
loan, considering the possibility of
extended periods of property vacancy
and the variability of debt service
requirements associated with
nontraditional morigage loan
products.v

Portfolio and Risk Management
Praciices

Institutions should ensure that risk
management practices keep pace with
the growth and changing risk profile of
their nontraditional mortgage loan
portfolios and changes in the market.
Active portiolio management is
especially important for institutions that
project or have already experienced
significant growth or concentration
levels. Institutions that originate or
invest in nontraditional mortgage loans
should adopt more robust risk
management practices and manage these
exposures in a thoughtful, systematic
manner. To meet these expectations,
institutions should:

« Develop written policies that
specify acceptable product attributes,
production and portfolio limits, sales
and securitization practices, and risk
management expectations;

» Design enhanced performance
measures and management reporting
that provide early warning for
increasing risk;

e Establish appropriate ALLL levels
that consider the credit quality of the
portfolio and conditions thal affect
collectibility; and

» Maintain capital at levels that
reflect portfolio characteristics and the
effect of stressed economic conditions
on collectibility. Institutions should
hold capital commensurate with the risk
characteristics of their nontraditional
mortgage loan portfolios.

Folicies—An institution’s policies for
nontraditional mortgage lending activity
should sel acceptable levels of risk
through ils operating practices,
accounting procedures, and policy
exception lolerances. Policies should
reflect appropriate limits on risk
layering and should include risk
management lools for risk miligation
purposes. Further, an institution should
set growth and volume limits by loan
type, with special atlention for products

" Federally insured credit unions must comply
with 12 CFR parl 723 for loans meeling lhe
definition of member business loans,

and producl combinalions in need of
heightened atlention due to easing lerms
or rapid growth,

Concentrations—Institulions with
concentrations in nontraditional
morlgage producls should have well-
developed monitoring systems and risk
managementi practices. Moniloring
should keep track of concentrations in
key portiolio segments such as loan
types, Lhird-party originations,
geograpllic area, and property
occupancy status. Concentrations also
should be monitored by key portfolio
characteristics such as loans with high
combined LTV ratios, loans with high
DTI ratios, loans with the potential for
negative amortization, loans to
borrowers with credit scores below
established thresholds, loans with risk-
layered features, and non-owner-
occupied investor loans, Further,
institutions should consider the effect of
employee incentive programs that could
produce higher concentrations of
nontraditional mortgage loans,
Concentrations that are not effectively
managed will be subject to elevated
supervisory attention and potential
examiner criticism to ensure timely
remedial action.

Controls—An institution’s quality
control, compliance, and audit
procedures should focus on mortgage
lending activities posing high risk.
Controls to monitor compliance with
underwriting standards and exceptions
to those standards are especially
important for nontraditional loan
products. The quality control function
should regularly review a sample of
nontraditional mortgage loans from all
origination channels and a
representative sample of underwriters to
confirm that policies are being followed.
When control systems or operating
practices are found deficient, business-
line managers should be held
accountable for correcting deficiencies
in a timely manner. Since many
nontraditional mortgage loans permit a
borrower to defer principal and, in some
cases, inlerest payments for extended
periods, institutions should have strong
controls over accruals, customer service
and collections, Policy exceptions made
by servicing and collections personnel
should be carefully monitored to
confirm that practices such as re-aging,
payment deferrals, and loan
modifications are not inadvertently
increasing risk. Customer service and
collections personnel should receive
product-specific training on the features
and polential customer issues with
these products.

Third-Party Originations—Institutions
often use third parties, such as morlgage
brakers or correspondents, to originate

nonlradilional morlgage loans,
Institutions should have strong systems
and controls in place for establishing
and maintaining relationships with
third parties, including procedures for
performing due diligence. Oversighl of
third parties should involve monitoring
the quality of originations so that they
reflect the institution’s lending
standards and compliance with
applicable laws and regulations.

Manitoring procedures should track
the quality of loans by both origination
source and key borrower characteristics.
This will help institutions identify
problems such as early payment
defaults, incomplete documentation,
and fraud. If appraisal, loan
documentation, credit problems or
consumer complaints are discovered,
the institution should take immediate
action, Remedial action could include
more thorough application reviews,
more frequent re-underwriting, or even
termination of the third-party
relationship.1?

Secondary Market Activity—The
sophistication of an institution’s
secondary market risk management
practices should be commensurate with
the nature and volume of activity.
Institutions with significant secondary
market activities should have
comprehensive, formal strategies for
managing risks.’? Contingency planning
should include how the institution will
respond to reduced demand in the
secondary market.

While third-party loan sales can
transfer a portion of the credit risk, an
institution remains exposed to
reputation risk when credit losses on
sold mortgage loans or securitization
transactions exceed expectations. As a
resull, an institution may determine that
it is necessary to repurchase defaulted
mortgages to protect its reputation and
maintain access to the markets. In the
agencies’ view, the repurchase of
mortgage loans beyond the selling
Institution’s contractual obligation is

1 Refer lo OCC Bulletin 2001-47—Third-Party
Relationships and AL 2000-9—Third-Party Risk
[OCC). Federally insured credil unions should refer
to 01-CU-20 (NCUA), Due Diligence over Third
Party Service Providers. Savings associalions
should refer Lo OTS Thrift Bulletin 82a—Third
Parly Arrangements.

*Roler o "Interagency Questions and Answers
on Gapital Treatment of Recourse, Direct Credil
Substitutes, and Residual Interests in Asset
Securitizations™, May 23, 2002; OCC Bullelin 2002—
22 [OCC); SR letter 02-16 (Board); Finaneial
Institution Letter (FIL-54-2002) (FDIC); and CEO
Lelter 163 (OTS). See OCC's Comptroller Handbook
for Assel Securilization, November 1997. See OTS
Examination Handbook Section 221, Assel-Backed
Securitizalion. The Board also addressed risk
managemen! and capilal adequacy of exposures
arising from secondary markel credil activilies in
SR letter 97-21. Federally insured credil unions
should refer to 12 CFR Part 702 (NCUA).
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implicit recourse. Under the agencies'
risk-based capital rules, a repurchasing
institution would be required to
maintain risk-based capital against the
entire pool or securitization.?
Institutions should familiarize
themselves with these guidelines hefore
deciding to support mortgage loan pools
or buying back loans in default.

Management Information and
Reporting—Reporting systems should
allow management lo detect changes in
the risk profile of its nontraditional
mortgage loan portfolio, The structure
and content should allow the isolation
of key loan products, risk-layering loan
features, and borrower characteristics.
Reporting should also allow
management to recognize deteriorating
performance in any of these areas before
it has progressed too far. At a minimum,
information should be available by loan
type (e.g., interest-only mortgage loans
and payment option ARMs}); by risk-
layering features (e.g., payment option
ARM with stated income and interest-
only mortgage loans with simultaneous
second-lien mortgages); by underwriting
characteristics (e.g.,, LTV, DTI, and
credit score}; and by borrower
performance (e.g., payment patterns,
delinquencies, interest accruals, and
negative amortization).

- Portfolio volume and performance
should be tracked against expectations,
internal lending standards and policy
limits. Volume and performance
expectations should be established at
the subportfolio and aggregate portfolio
levels. Variance analyses should be
performed regularly to identify
exceptions to policies and prescribed
thresholds. Qualitative analysis should
occur when actual performance deviales
from established policies and
thresholds. Variance analysis is critical
to the monitoring of a portfolio’s risk
characteristics and should be an integral
part of establishing and adjusting risk
tolerance levels.

Stress Testing—Based on the size and
complexity of their lending operations,
institutions should perform sensitivity
analysis on key portfolio segments to
identify and quantify events that may
increase risks in a segment or the entire
portfolio. The scope of the analysis
should generally include stress tests on
key performance drivers such as interest
rates, employment levels, economic
growth, housing value fluctuations, and
other factors beyond the institution's
immediate control. Stress tests typically

1* Refer to 12 CFR parl 3 Appendix A, Section 4
[OCC): 12 CFR parts 208 and 225, Appendix A,
HI.B.3 (FRB): 12 CFR part 325, Appendix A. ILB
(FDIC); 12 CFR 567 [OTS); and 12 CFR part 702
[NCUA) for each Agency's capilal treatment of
recourse.

assume rapid deterioration in one or
more factors and atlempt Lo eslimate the
potential influence on defaull rates and
loss severity. Stress testing should aid
an institution in identifying, monitoring
and managing risk, as well as
developing appropriate and cost-
effective logs mitigation strategies. The
stress lesting results should provide
direct feedback in determining
underwriting standards, product terms,
portfolio concentration limits, and
capital levels.

Capital and Allowance for Loan and
Lease Losses—Institutions should
establish an appropriate allowance for
loan and lease losses (ALLL) for the
estimated credit losses inherent in their
nontraditional mortgage loan portfolios.
They should also consider the higher
risk of loss posed by layered risks when
establishing their ALLL.

Moreover, institutions should
recognize that their limited performance
history with these products, particularly
in a stressed environment, increases

performance uncertainty. Capital levels -

should be commensurate with the risk
characteristics of the nontraditional
mortgage loan portfolios. Lax
underwriting standards or poor portfolio
performance may warrant higher capital
levels.

When establishing an appropriate
ALLL and considering the adequacy of
capital, institutions should segment
their nontraditional mortgage loan
portfolios into pools with similar credit
risk characteristics. The basic segments
typically include collateral and loan
characteristics, geographic
concentrations, and borrower qualifying
attributes. Segments could also
differentiate loans by payment and
portfolio characteristics, such as loans
on which borrowers usually make only
minimum payments, mortgages with
existing balances above original
balances, and mortgages subject to
sizable payment shock. The objective is
to identify credit quality indicators that
affect collectibility for ALLL
measurement purposes. In addition,
understanding characteristics that
influence expected performance also
provides meaningful information about
future loss exposure that would aid in
determining adequate capital levels.

Institutions with material mortgage
banking activities and mortgage
servicing assets should apply sound
practices in valuing the mortgage
servicing rights for nontraditional
mortgages. In accordance with
interagency guidance, the valuation
process should follow generally
accepted accounting principles and use

reasonable and supportable
assumplions. 1

Consumer Prolection Issugs

While nontraditional mortgage loans
provide [lexibility for consumers, the
Agencies are concerned thal consumers
may enier into these transactions
without fully understanding the product
terms. Nontraditional mortgage products
have been advertised and promoted
based on their affordability in the near

“lerm; that is, their lower initial monthly

payments compared with traditional
types of mortgages. In addition o
apprising consumers of the benefits of
nontraditional mortgage products,
institutions should take appropriate
steps Lo alert consumers Lo the risks of
these products, including the likelihood
ol increased future payment obligations.
This information should be provided in
a limely manner—before disclosures
may be required under the Truth in
Lending Act or other laws—to assist the
consumer in the product selection
process,

Concerns and Objectives—More than
traditional ARMs, mortgage products
such as payment option ARMs and
interest-only mortgages can carry a
significant risk of payment shock and
negative amortization that may not be
fully understood by consumers. For
example, consumer payment obligations
may increase substantially at the end of
an interest-only period or upon the
“recast” of a payment option ARM. The
magnitude of these payment increases
may be affected by factors such as the
expiration of promotional interes! rates,
increases in the interest rate index, and
negative amortization, Negative
amortization also results in lower levels
of home equity as compared to a
traditional amortizing morigage product.
When borrowers go to sell or refinance
the property, they may find that
negative amortization has substantially
reduced or eliminated their equity in it
even when the property has
appreciated. The concern that
consumers may not fully understand
these products would be exacerbated by
marketing and promotional practices
that emphasize potential benefits
without also providing clear and
balanced information about material
risks.

In light of these considerations,
communications with consumers,

" Refer to the “Interagency Advisory on Martpage
Banking”, Febroary 25, 2003, issued by the bank
and thrift regulatory agencies. Federally Insured
Credit Unions with assets of $10 million or more
are reminded they must report and value
nantraditional mortgages and related mortgage
servicing rights, if any, consistent with generally
accepted accounting principles in the Call Reparts
they file with the NCUA Board,
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including advertisements, oral
slatemenls, promotional malerials, and
monthly statements, should provide
clear and balanced information aboul
Lhe relative benefits and risks of lhese
products, including the risk of payment
shock and the risk of negative
amorlization, Clear, balanced, and
timely communication to consumers of
the risks of these products will provide
consumers with nseful information at
crucial decision-making points, such as
when they are shopping for loans or
deciding which monthly payment
amount to make. Such communication
should help minimize polential
consumer confusion and complaints,
fosler good cuslomer relations, and
reduce legal and other risks to the
institution.

Legal Risks—Institutions that offer
nontraditional mortgage products must
ensure that they do so in a manner that
complies with all applicable laws and
regulations. With respect to the
disclosures and other information
provided to consumers, applicable laws
and regulations include the following:

» Truth in Lending Act (TILA) an(fits
implementing regulation, Regulation Z.

e Section 5 of the Federal Trade
Commission Act (FTC Act). TILA and
Regulation Z contain rules governing
disclosures that institutions must
provide for closed-end mortgages in
advertisements, with an application,’s
before loan consummation, and when
interest rates change. Section 5 of the
FTC Act prohibits unfair or deceptive
acts or practices.16

Other Federal laws, including the fair
lending laws and the Real Estate
Settlement Procedures Act (RESPA),
also apply to these transactions.
Moreover, the Agencies note that the
sale or securitization of & loan may not
affect an institution’s potential liability
for violations of TILA, RESPA, the FTC

15 These program disclosures apply lo ARM
products and musl be provided al the lime m
application is provided or before the consumer pays
a nonrefundable [ee, whichever is earlier.

% The OCC, the Board, and the FDIC enforce this
provision under the FTC Acl and section 8 of the
FDI Acl. Each of these agencies has also issued
supervisory guidance lo the instilutions under their
respective jurisdictions coneerning unfair or
deceplive acls or practices. See 0CC Advisory
Letter 2002-3—Guidance on Unlair or Deceplive
Acls or Praclices, March 22, 2002; Joint Board and
FDIC Guidance on Unfair or Deceplive Acls or
Praclices by Stale-Charlered Banks, March 11, 2004,
Federally insured eredit unions are prohibiled from
using any adverlising or promotional material thal
is inaccurate, misleading, or deceptive in any way
concerning its producls, services, or financial
condilion. 12 CFR 740.2, The OTS also bas a
regulation that prohibils savings associations from
using advertisemenls or other representations thal
are insccurale or misrepresen! the services or
contracts offered. 12 CFR 563.27. This regulalion
supplements ils authority under the FTC Acl.

Acl, or other laws in connection with ils
origination of the loan. Stale laws,
including laws regarding unfair or
deceplive acts or praclices, also may
apply.

Recommended Practices

Recommended praclices for
addressing the risks raised by
nontraditional morigage products
include the following:?7

Communications with Consumers—
When promoting or describing
nontraditional mortgage products,
institutions should provide consumers
with information that is designed to
help them make informed decisions
when selecting and using these
products. Meeting this objective
requires appropriate attention to the
timing, content, and clarity of
information presented to consumers.
Thus, institutions should provide
consumers with information at a time
that will help consumers select products
and choose among payment options. For
example, institutions should offer clear
and balanced product descriptions
when a consumer is shopping for a
mortgage—such as when the consumer
makes an inquiry to the institution
about a mortgage product and receives
information about nontraditional
mortgage products, or when marketing
relating to nontraditional mortgage
products is provided by the institution

 to the consumer—not just upon the

submission of an application or at
consummation.?® The provision of such
information would serve as an
important supplement to the disclosures
currently required under TILA and
Regulation Z or other laws.19
Prometional Materials and Product
Descriptions. Promotional materials and
other product descriptions should
provide information about the costs,

17 Institutions also should review the
recommendalions relaling lo morigage lending
practices set forth in other supervisory guidance
from their respective primary regulators, as
applicable, including guidance on abusive lending
praclices.

1% Inslitulions also should strive to: (1) Focus on
information importan! to consumer decision
making; (2) highlight key information so that it will
be noticed; (3) employ & user-friendly and readily
navigable format for presenting the information;
and (4) use plain language, with concrete and
realistic examples. Comparative tables and
information describing key features of available
loan products, including reduced documentation
programs, also may be useful for consumers
considering the nontraditional morigage products
and other loan features described in this guidance.

" Inslitutions may no! be able (o incorporale al)
of the practices recommended in this guidance
when advertising nontraditional morlgages through
certain forms of media, such s radio. television, or
billboards. Nevertheless, institutions should
provide clear and balanced information about the
risks of these products in all ferms of advertising.

lerms, [ealures, and risks of
nontraditional mortgages that can assis|
consumers in their product selection
decisions, including information aboul
the matters discussed below.

* Payment Shock. Institutions should
apprise consumers of potential increases
in paymenl obligations [or these
products, including circumstances in
which interest rates or negative
amorlization reach a contractual limit.
For example, product descriptions
could state the maximum monthly
payment a consumer would be required
to pay under a hypothetical loan
example once amortizing payments are
required and the interes! rate and
negative amortization caps have been
reached.?? Such information also could
describe when structural payment
changes will occur (e.g., when
introductory rates expire, or when
amortizing payments are required), and
what the new payment amount would
be or how it would be calculated. As
applicable, these descriptions could
indicate that a higher payment may be
required at other points in time due to
factors such as negative amortization or
increases in the interest rate index.

» Negative Amortization. When
negative amortization is possible under
the terms of a nontraditional mortgage
product, consumers should be apprised
of the potential for increasing principal
balances and decreasing home equity, as
well as other potential adverse
consequences of negative amortization.
For example, product descriptions
should disclose the effect of negative
amortization on loan balances and home
equity, and could describe the potential
consequences to the consumer of
making minimum payments that cause
the loan to negatively amortize, (One
possible consequence is that it could be
more difficult to refinance the loan or to
obtain cash upon a sale of the home).

» Prepaymeni Penalties, If the
institution may impose a penalty in the
event that the consumer prepays the
mortgage, consumers should be alerted
to this fact and to the need to ask the
lender about the amount of any such
penalty. 2!

* Cos! of Heduced Documeniation
Loans. I an institution offers both
reduced and full documentation loan
programs and there is a pricing
premium attached to the reduced
documentation program, consumers
should be alerted to this facl.

2 Consumers also should be apprised of other
malerial changes in payment obligations, such as
balloon payments.

2 Federal credil unions are prohibited from
imposing prepayment penallies. 12 CFR
701.21{c)(B).
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Monthiy Statements on Payment
Option ARMs. Monthly statements that
are provided to consumers on payment
option ARMs should provide
information that enables consumers (o
make informed payment choices,
including an explanation of each
payment option available and the
impact of that choice on loan balances.
For example, the monthly payment
statement should contain an
explanation, as applicable, next to the
minimum payment amount that making
this payment would result in an
increase to the consumer's outstanding
loan balance. Payment statements also
could provide the consumer's current
loan balance, whal portion of the
consumer's previous payment was
allocated to principal and to interest,
and, il applicable, the amount by which
the principal balance increased.
Institutions should avoid leading
payment option ARM borrowers to
select a non-amortizing or negatively-
amortizing payment (for example,
through the format or content of
monthly staternents).

Practices to Avoid. Institutions also
should avoid practices that obscure
significant risks to the consumer, For
example, if an institution advertises or
promotes a nontraditional mortgage by
emphasizing the comparatively lower
initial payments permitted for these
loans, the institution also should
provide clear and comparably
prominent information alerting the
consumer to the risks. Such information
should explain, as relevant, that these
payment amounts will increase, that a
balloon payment may be due, and that
the loan balance will not decrease and
may even increase due to the deferral of
interest and/or principal payments.
Similarly, institutions should avoid
promoting payment patterns that are
structurally unlikely to occur.?2 Such
practices could raige legal and other
risks for institutions, as described more
fully above,

[nstitutions also should avoid such
practices as: Giving consumers
unwarranted assurances or predictions
about the future direction of interest
rates (and, consequently, the borrower's
future obligations); making one-sided
representations about the cash savings
or expanded buying power to be
realized from nontraditional mortgage

* For example, marketing materials for payment
option ARMs may promote low predictable
payments until the recast date. Such marketing
should be avoided in circumstances in which the
minimum paymerts are so low thal negative
amortization caps would be reached and higher
payment obligations would be triggered before the
scheduled recast, even if inlarest rates remain
constant.

products in comparison with amorlizing
mortgages; suggesting that initial
minimum payments in a payment
option ARM will cover accrued interest
{or principal and interest) charges; and
making misleading claims that interest
rales or payment ohligations for these
products are “fixed"".

Control Systems—Institutions should
develop and use strong control systems
to maonitor whether actual practices are
consistent with their policies and
procedures relating to nontraditional
mortgage products. Institutions should
design control systems to address
compliance and consumer information
concerns as well as the safety and
soundness considerations discussed in
this guidance. Lending personnel
should be trained so that they are able
lo convey information to consumers
about product terms and risks in a
limely, accurate, and balanced manner.
As products evolve and new products
are introduced, lending personnel
should receive additional training, as
necessary, to continue to be able to
convey information to consumers in this
manner. Lending personnel should be
monitored to determine whether they
are following these policies and
procedures. Institutions should review
consumer complaints to identify
potential compliance, reputation, and
other risks. Attention should be paid to
appropriate legal review and to using
compensation programs that do not
improperly encourage lending
personnel to direct consumers o
particular products.

With respect to nontraditional
mortgage loans thal an institution
makes, purchases, or services using a
third party, such as a mortgage broker,
correspondent, or other intermediary,
the institution should take appropriate
steps to mitigate risks relating (o
compliance and consumer information
concerns discussed in this guidance.
These steps would ordinarily include,
among other things, (1) Conducting due
diligence and establishing other criteria
for entering into and maintaining
relationships with such third parties, (2)
establishing criteria for third-party
compensation designed to avoid
providing incentives for originations
inconsistent with this guidance, (3)
setting requirements for agreements
with such third parties, (4) establishing
procedures and systems to monitor
compliance with applicable agreements,
bank policies, and laws, and (5)
implementing appropriate corrective
actions in the evenl that the third party
fails to comply with applicable
agreements, bank policies, or laws.

Appendix: Terms Used in This
Document

Interest-only Mortgage Loan—a
nontraditional mortgage on which, for a
specified number of years (e.g., three or five
years), the borrower is required to pay only
the interest due on the loan during which
time the rate may fluctuate or may be fixed
After the interest-only period, the rate may be
fixed or fluctuate based on the prescribed
index and payments include both principal
and interest,

Payment Option ARM—/A nantraditional
mortgage that allows the borrower to choage
from a number of different paymant options.
For example, each month, the borrower may
chaose a minimum payment option based on
a “start" or introductary interest rate, an
interest-only payment aption based on the
fully indoxed interest rate, or a fully
amortizing principal and interest payment
option based on a 15-year or 30-year loan
term, plus any required escrow payments.
The minimum payment option can be loss
than the interest accruing on the loan,
resulting in negative amortization. The
interest-only option avoids negative
amortization but does not provide for
principal amortization. Aftera specified
number of years, or if the loan reaches a
certain negative amortization cip, the
required manthly payment amount is rocast
to require payments that will fully amortize
the outstanding balance over the remaining
loan term.

Reduced Documentation—A loan foature
that is commonly referred to as “low doc/ng
doc”, “no income/no assel”, “stated income"
or “stated assets”. For mortgage loans with
this feature, an institution sets reduced or
minimal documentation standards to
substantiate the borrower's income and
assets,

Simultaneous Second-Lien Loan—Aa
lending arrangement where either 4 closed-
end second-lien or a home equity line of
credit (HELOC) is originated simultaneously
with the first lien mortgage loan, typically in
lieu of a higher down payment, '

Dated: September 25, 2006,

John C. Dugan,
Comptroller afthe Currency

By order of the Board of Governors of the
Federal Reserve Systern, September 27, 2006
Jennifer |. Johnson,

Secretary of the Board.

Dated at Washington, DC, this 27th day of
September, 2006.

Federal Deposit Insurance Corporation.
Robert E. Feldman,
Executive Secretary.

Dated: September 28, 2006,

By the Office of Thrift Supervision.
John M. Reich,
Director.

By the National Credit Union
Administration on September 26, 2006.

JoAnn M. Johnson,
Chairman,
[FR Doc. 06-8480 Filed 10-3-06 §:45 am|

BILLING CODE 4810-33-P, 6210-01=P, 6714-01-P,
6720~01~P, 7535~01-P



TESTIMONY OF

JOHN RYAN
EXECUTIVE VICE PRESIDENT

CONFERENCE OF STATE BANK SUPERVISORS

On

NONTRADITIONAL RESIDENTIAL MORTGAGE PRODUCTS
Before the

SENATE BANKING, FINANCE AND INSURANCE COMMITTEE

CALIFORNIA STATE SENATE
Wednesday, January 31, 2007
State Capitol, Room 112

1:30 PM - 4:00 PM



Introduction

Good afternoon, Chairman Machado and distinguished members of the Commitiee.
My name is John Ryan, and | am the Executive Vice President of the Conference of State
Bank Supervisors (CSBS). [ am pleased to testify today on nontraditional residential
mortgage products.

CSBS is the professional association of state officials responsible for chartering,
supervising, and regulating the nation’s approximately 6,219 state-chartered commercial
and savings banks. For more than a century, CSBS has given state supervisors a natjonal
forum to coordinate. communicate, advocate and educate on behalf of state financial
regulation,

In addition Lo regulating banks, 49 states plus the District of Columbia currently
provide regulatory oversight of the residential mortgage industry. The one exception is
Alaska, which will introduce, and is expected to pass, legislation this year. Under state
Jurisdiction are more than 90,000 mortgage companies with 63.000 branches and 280.000
loan officers and other professionals. In recent years, CSBS has been working closely
with the American Association of Residential Mortgage Regulators (AARMR), a volunteer
organization of state officials responsible for the administration and regulation of
residential mortgage lending, servicing and brokering, to improve state supervision of the
mortgage industry.

Thank you for inviting CSBS here today to discuss nontraditional residential

mortgage products. Primary regulation of the mortgage industry originated at the state

' The above numbers do not include the state of California’s Department of Real Estate's approximately
480,000 licensed real estate agents who could also function as a mortgage broker under their license.



level and has remained there because morigages are the most locally-oriented of all
financial products. As you know, for most families, no financial decision 1s more
important than the financing they choose to obtain their home. Therefore, CSBS
commends our federal banking counterparts for issuing supervisory guidance for federal
financial institutions on nontraditional mortgage products.?' Shortly after the interagency
guidelines were issued, CSBS and AARMR followed suit and released parallel guidance
which is intended to be adopted by state financial supervisory agencies to be applied to
state-licensed mortgage brokers and lenders (referred to here as providers),3

While no financial asset is more local in nature than one’s home, the business of
mortgage finance has become a nation and even international business. Therefore,
effective supervision of the mortgage industry now requires a coordinated effort among the
federal agencies and the states. It is therefore vital that states are involved with
coordinating policy, regulation, and guidance. State supervision of the residential
mortgage industry is evolving to keep pace with the rapid changes occurring in the
marketplace. At present, state regulation of the mortgage industry is limited in its
consistency. On an individual basis, however, the states’ standards are quickly improving

and adapting. Through CSBS and AARMR, the states are working together to improve

2 The Office of the Comptroller of the Currency (OCC), the Board of Governors of the Federal Reserve
System (FRB), the Federal Deposit Insurance Corporation (FDIC), the Office of Thrift Supervision (OTS),
and the National Credit Union Administration published final Interagency Guidance on Nontraditional
Mortgage Product Risks on October 4, 2006 (Federal Register, Volume 71, Number 192, Pages 58609-
58618).

? CSBS and AARMR released parallel Guidance Nontraditional Mortgage Product Risks on November 14,

2005. The guidance and a current list of states that have adopted the guidance can be viewed at
http://www.csbs.org/Content/NavigationMenu/Regulatory A ffairs/Federal A pencyGuidanceDatabase/CSBS

AARMR Guidance .htm.




coordination of state supervision as well as to provide best practices and increased

uniformiry.

Evolution of Residential Mortgage Industry

The residential mortgage industry has changed dramatically over the past two
decades. Twenty years ago, federal and state regulated savings & loans originated most of
the residential mortgages. Federal government-sponsored enterprises or agencies such as
Fannie Mae, Freddie Mac, and the Federal Housing Administration (FHA) held a
significant percentage of the market share and effectively set standards for the entire
industry. At the time, the majority of mortgages were fixed-rate 15- or 30-year mortgages.

Today, mortgage markets have changed. Savings & loans comprise a minority of
the market, loans sold to Fannie and Freddie or insured by FHA now account for less than
half the market, and the product choices for consumers haw? exploded. Consumers can
now choose between practically any combination of fixed, adjustable, or hybrid adjustable
rate and amortizing, non-amortizing, or negatively amortizing mortgages, with terms
ranging anywhere from 15 to 50 years. On top of these changes, risk-based pricing has
allowed more consumers than ever to qualify for home financing sooner, by trading a
lower credit score or down payment for a higher rate.

More than ever before, homebuyers now view their home as a financial asset. In
addition to providing protection from the elements, homes today are seen as a source of
financial security for the future. Mortgage providers have developed a number of products
that offer homebuyers a wide variety of choices as they manage this financial asset.

Increasingly, many of these products are quite complex, providing both opportunities and



erils for consumers. Greater consumer confusion also creates increased opportunities for
fraudulent sales practices. The sophisticated nature of nontraditional mortgage products
requires an elevation of professionalism in mortgage originators and robust state and
federal oversight of the companies and people offering such products.

Recognizing the evolving nature of the industry and its supervisory challenges,
most state legislatures have passed laws to regulate mortgage brokers, lenders, and/or loan
officers. Under our current regulatory system, the state regulatory agencies have
shouldered the primary responsibility for overseeing the residential mortgage industry.

As the mortgage industry has rapidly evolved, the states have played a more active
role in its supervision. 49 states and the District of Columbia now regulate mortgage
providers. This is a dramatic change since 1993, when only 18 state agencies regulated the
mortgage industry.® According to.industry expcrts,5 mortgage brokers and state-licensed
loan correspondents now originate an estimated 68 percent of all residential mortgage
loans in the United States. |

The increasing role that providers play in the residentia] mortgage process,
concerns about predatory lending, the explosion of product choices offered by the private
sector, and the realignment of the federal role in housing finance have required the states 1o
develop new tools to protect consumcré and to ensure that mortgage markets operate in a
fair and level manner. This trend is most evident in the number of state legislatures that
have enacted legislation designed to eliminate unethical practices, remove bad actors, and

ensure transparency for consumers.

* Source: Mortgage Asset Research Institute, Inc., Reston, Virginia.
* Source: Wholesale Access, Columbia, Maryland. http://www.wholesaleaccess.com/7 28 mbkr.shiml.




Trends in Nontraditional Residential Morteage Products

Some states, including California, have seen particular growth in nomre_nditicma]
mortgage products, such as interest-only and adjustable-rate mortgages (ARMSs). Stated
income” loans are also becoming more popular among consumers. Some borrowers use
these complex nontraditional mortgage products not as methods td manage wealth, but as a
means to afford homeownership, or to purchase a home that would traditionally be
considered out of their price range.

In some cases, the borrower does not fully understand how these products work.
Sophisticated buyers understand the nontraditional mortgage products and the financial
risks. Based upon the consumer complaints state regulators receive, many buyers do not
understand the terms or realize the negative consequences of these Joans only after the
minimum monthly payment has increased. These borrowers claim that they would not
have agreed 1o this type of loan had they known how much the payments would increase in
such a short period of time. In many cases, the loan documents include disclosures
outlining the interest rate increases and the nature of the product. Unfortunately, it appears
that many borrowers are so anxious to buy a home that they are willing to take any risk
without fully understanding the depth and breadth of the negative consequences.

The current disclosure documents are too complex, and fail to provide consumers

with the information they need to protect their interests. CSBS believes than an entirely

% “Stated income” is a loan feature wherein a mortgage lender requires a borrower to state their income in
qualifying for a morigage but does not require substantiating documentation from the borrower or the loan
originator of the income stated. Stated income loans are one of several types of “reduced documentation®
Joan features that include “low- and no-document,” “no income/no asset,” and “stated asset” loans that
establish reduced or minimal documentation standards necessary during origination to substantiate a
borrower's income and/or assets,



new disclosure process is necessary to help consumers keep pace with the ever-expanding
array of mortgage products.

If properly managed and offered to borrowers in the right situation, nontraditional
residential mortgages may promote homeownership, and 1n some cases, may lower the
Jong-term costs of homeownership. However, we have seen signs that some underwriting
criteria may be inadequate, and some lenders offer these loans in cases where they do not
match borrowers’ needs. If these are systemic trends, the recent run-up in housing
appreciation may be unsupportable.

As a large number of nontraditional residential mortgage loans re-price and the
residential real estate market continues to cool, we fear borrowers may face significant
payment shock, or that these mortgages may be unsustainable at fully-indexed rates. These
scenarios will likely lead to increased home foreclosures.

Housing and mortgage lending 1s a sigriiﬁcant driver for economic activity. In an
environment of higher interest rates, an economic and/or housing market dowﬁtum
coupled with a high number of borrowers struggling to keep their homes may worsen a

negative cycle or speed up any downturn. These nontraditional mortgage products may

make a “soft” landing more unlikely.

CSBS-AARMR Guidance on Nontraditional Mortgage Product Risks
In October 2006, the OCC, FRB, FDIC, OTS, and NCUA issued final Interagency
Guidance on Nontraditional Mortgage Product Risks. The interagency guidance applies to

all banks and their subsidiaries, bank holding companies and their nonbank subsidiaries,



savings associations and their subsidiaries, savings and loan holding companies and their
subsidiaries, and credit unions.

Recognizing that the interagency guidance is important and useful guidance, but
does not apply to those mortgage providers not affiliated with a bank holding company or
an insured financial institution who originate a vast majority of loans, CSBS and AARMR
developed parallel guidance. Both CSBS and AARMR strongly support the purpose of the
interagency guidance and are committed to promoting uniform application of its
underwriting standards and consumer protection provisions for all borrowers. In order (o
maintain regulatory consistency, the guidance developed by CSBS and AARMR
substantially mirrors the interagency guidance, except for the deletion of sections not
applicable to non-depository institutions.

Released on November 14, 2006, the CSBS-AARMR guidance has been offered to
state regulators to apply to their licensed residential mortgage brokers and lenders. The
CSBS-AARMR guidance is intended to hold state-licensed mortgage providers to
effectively the same standards as developed by the federg] regulators. Specifically, the
CSBS-AARMR guidance helps ensure that the marketing and borrower disclosure
practices of third party originations reflect the standards and practices used by an
institution in its direct lending activities.

As of today, January 31, 2007, 26 states plus the District of Columbia have adopted
the guidelines developed by CSBS and AARMR. The majority of these states have
adopted the guidance as regulatory guidelines, while others have issued the guidance as

best practices or as a regulatory bulletin. Several other states have indicated that they plan



on adopting the guidance in short order. Ultimately, CSBS expects all 50 states to adopt

the guidance in some form.

CSBS-AARMR National Residential Mortgage Licensing System

It is within the context of the growing importance of mortgage brokers in the
origination process and significant growth of nontraditional mortgage products offered by
state-regulated mortgage providers that state regulators find themselves compelled to
develop policies and initiatives to safeguard consumers and to protect the economic well-
being of their communities. CSBS and AARMR have discussed how our two
organizations could best combine the immediacy of local supervision and enforcement
with a system that would provide nationwide information sharing and other resources,
while at the same time modernizing the state systems.

The result of this discussion was a residential mortgage licensing initiative fo create
uniform, national mortgage broker and lender licensing applications and a centralized
database to house this information. The uniform application and database will
significantly streamline processing of licenses at the state level. Additionally, the state
agencies will be able to divert resources previously used for processing applications to
more supervision and enforcement.

The database will also offer homebuyers a central place to check on the license
status of the mortgage broker or lender they wish to do business with, as well as a way to

determine whether a state has taken enforcement action against that company or

individual.



Since January 2005, state regulators have committed staff to develop this project.
These individuals have met monthly o work through state differences and develop
uniform applications. Over 20 months, hundreds of conference calls, countless revisions,
and consultation with the industry, four national uniform application forms were created.
CSBS expects several states to begin using the forms next month.

In June 2006, CSBS contracted with the National Association of Securities Dealers,
Inc. (NASD) to develop a nationwide licensing system. The NASD developed and now
operates the Central Registration Depository (CRD) ® and the Investment Adviser
Registration Depository (IARD) ® system. The NASD brings to this project expertise in
developing and operating a national licensing system that is subject to state regulations.

The national database will contain licensing information, enforcement actions, and
background data for every state-licensed mortgage broker, mortgage lender, control
person, branch location, and loan originator. Each state will continue retain its authority
lo license and supervise, but the new system will eliminate unnecessary duplication and
implement consistent standards and requirements across state lines.

The electronic application and database system will begin operations on January 1,
2008.

Once up and running, database information will be available not only to regulators
and law-enforcement officials, but also to the licensees and to consumers. The database
will provide immediate and profound benefits to consumers, the industry, and the state
supervisory agencies. Consumers will have access to key information about the providers
that they trust with the most important financial transactions of their lives. Honest

mortgage bankers and brokers will benefit from the creation of a system that drives out

SIE



fraudulent and incompetent competitors, and from having one central point of contact for
submitting license applications. Everyone benefits from a sysiem that makes it easier to
identify and punish the small percentage of dishonest operators in the mortgage industry.

This system will play an important role in discussions about nontraditional loan
products. In a sense, the changes in the mortgage industry are similar to some of those in
the securities industry. Today, more homebuyers view their home as a financial asset.
Mortgage companies have developed a number of products that offer homebuyers a wide
variety of choices in how to manage this asset. Some of these choices are complicated
and are priced on risk, which requires increased education, professionalism, and oversight
of those offering these complex products to consumers.

Therefore, the changes in the mortgage industry over the past 20 years requires a
more robust licensing system akin to that developed by the Securities and Exchange
Commission (SEC), the National Association of Securities Dealers (NASD) and the states
for securities brokers.

Given the changes mortgage products and the increased role of brokers, CSBS
believes that it is in regulators’, consumers’, and the mortgage industry’-s interest to move

to the coordinated oversight that the CSBS-AARMR licensing system and database will

provide.

Conclusion
We have seen dramatic changes in the residential real estate mortgage market. The
choice in products has increased, as well as their complexity. Consumers also have greater

choice in their service provider. Beyond the traditional bank or saving and loan, a



consumer can utilize the services of a mortgage company or mortgage broker. While these
choices have in many cases benefited consumer by enabling home purchases and
customizing home financing, they have also increased the complexity and dangers in the
marketplace, and created more opportunities for outright fraud.

CSBS commends the federal regulators for issuing Guidance on Nontraditional
Mortgage Product Risks. This guidance has done much to draw attention to the threats that
these products may pose to consumers, especially if underwriting is done improperly. The
parallel guidance developed by CSBS and AARMR will help to ensure consumer
protection across the residential mortgage industry.

Regulation of the mortgage industry originated at the state level. Ag the mortgage
market has changed, state authorities have enacted new laws and improved overall
supervision. The CSBS-AARMR residential mortgage licensing initiative is the
cornerstone for a new generation of coordination, cooperation, and effective supervision in
the state system.

I commend you, Chairman Machado and the distinguished members of the
Committee for addressing this matter. On behalf of CSBS, I thank you for the opportunity

to testify, and I look forward to any questions you may have.
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December 4, 2006

Office of the Comptroller of the Currency
250 E Street, SW

Mail Stop 1-5

Washington, DC 20219

Docket Number 06-12

Jennifer J. Johnson

Secretary

Board of Governors of the Federal
Reserve System

20" Street and Constitution Avenue, NW
Washington, DC 20551

Docket Number OP-1267

Robert E. Feldman

Executive Secretary

Federal Deposit Insurance Corporation
550 17" Street, NW

Washington, DC 20429

Attention: Comments

Ml i

NAGCA

Regulation Comments
Chief Counsel’s Office
Office of Thrift Supervision
1700 G Street, NW
Washington, DC 20552
Docket Number 2006-36

Mary Rupp

Secretary of the Board

National Credit Union Administration
1775 Duke Street

Alexandria, VA 22314

RE: Proposed Illustrations of Consumer Information for Nontraditional Mortgage

Products

Dear Sir or Madam:

The Conference of State Bank Supervisors (CSBS), the American Association of

Residential Mortgage Regulators (AARMR), and the National Association of Consumer

Credit Administrators (NACCA) appreciate the opportunity to offer comments on the
Proposed Illustrations of Consumer Information for Nontraditional Morigage Products.

CSBS, AARMR and NACCA agree the proposed illustrations will be useful to institutions
as they work to implement the consumer protection portion of the Interagency Guidance on
Nontraditional Mortgage Product Risks. In addition, CSBS, AARMR and NACCA
believe these illustrations are applicable to state-licensed entities subject to similar
guidance on nontraditional mortgage product risks issued by the states.

The illustrations proposed by the Office of the Comptroller of the Currency, the Board of
Governors of the Federal Reserve System, the Federal Deposit Insurance Corporation, the
Office of Thrift Supervision, and the National Credit Union Administration (collectively,



the Agencies) represent a good first step towards improved consumer disclosures,
However, the states, through CSBS, AARMR and NACCA, continue to believe that
existing disclosures for home mortgages can be overly cumbersome and confusing. We
look forward to continuing to work with the Agencies in the future in an effort to create a
more meaningful and timely disclosure process for all mortgage transactions.

Thank you for your consideration, and we invite you to call on us if we can provide
additional information.

Best personal regards,
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Neil Milner
President and CEQ,-CSBS
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George Kinsel
President, AARMR
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Theresa .. Brady

President, NACCA



